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DEAN, Special Trial Judge: This case was heard pursuant to

the provisions of section 7463 of the Internal Revenue Code in
effect at the tine the petition was filed. Unless otherw se

i ndi cat ed, subsequent section references are to the Internal
Revenue Code in effect for the years in issue, and all Rule
references are to the Tax Court Rules of Practice and Procedure.
The decision to be entered is not reviewable by any other court,

and this opinion should not be cited as authority.
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Respondent determ ned deficiencies in petitioners’ 1995 and
1996 Federal incone taxes of $14,789 and $12, 112 respectively.
The issues presented for decision are whether corporate
distributions to Jo Marie Payton (petitioner) were |oan
repaynents or constructive dividends for the years in issue and
whet her petitioners received inputed interest incone for |loans to
petitioner’s corporation.

Sone of the facts have been stipulated and are so found.
The exhibits received into evidence are incorporated herein by
reference. At the tinme the petition in this case was fil ed,
petitioners resided in Los Angeles, California.

Backgr ound

Petitioner is a professional actress. She is the sole
shar ehol der of Payton Power Productions, Inc. (PPP), which
provi des acting services. In 1995 and 1996, she served as PPP s
presi dent, secretary, and treasurer. Petitioner nmade all of
PPP' s financial decisions. At the end of the cal endar year 1995
the capitalization of PPP consisted of conmmon stock issued for
$1, 000 and debt of $601, 150. At the end of 1996 total
liabilities and stockholders’ equity were $649, 817 of which
$1, 000 was equity. “Loans from stockhol ders” as indicated on the
corporate returns went from $409, 225 in 1995 to $530, 067 in 1996.
At no time during the years in issue did either PPP or

petitioner execute notes articulating ternms of a | oan
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arrangenment. There is no evidence in the record that any | oan
terms were established. There is no paynent schedul e, no
interest rate, nor any recourse for |ate-paynents. PPP did not
formally declare dividends in either 1995 or 1996.

The anobunt and nature of every distribution was determ ned
solely by petitioner. In 1995 and 1996 petitioner nmade a variety
of distributions including, anong others, salary and expenses.
Respondent audited PPP' s returns for 1995 and 1996 and determ ned
that it nade the follow ng paynents to or on behalf of petitioner

that were distributions with respect to her stock:

1995 1996

Taxes and |icenses for Mercedes Benz $1, 467 0
Aut o expenses for Mercedes Benz 2,031 $4, 596
Aut o insurance for Mercedes Benz 2,966 0
Payments for Mercedes Benz 27,427 8, 465
| nt erest expense for Mercedes Benz 1, 747 3, 882
Heal t h cl ub dues 0 1, 263
Honme security 630 0
Total Paynents 36, 268 18, 206

PPP's records indicate it paid the costs for three cars.
One of the cars, a 1994 Land Cruiser, is not at issue in this
case. Each of the other two cars was a Mercedes Benz. In 1995,
the first Mercedes was traded in for the second, a |later nodel
During the audit, petitioners could not establish a business
pur pose or a business use for either Mercedes.

The parties agree that the follow ng accurately represents

the rel evant portions of PPP s bal ance sheet for 1995 and 1996:



1995 1996
Di stributions $36, 268 $18, 206
Current Earnings and Profits 14, 335 17, 325
Accunul ated Earnings and Profits (50, 600) (39, 121)
Pai d-i n-capital (basis) 1, 000 0
Loans from stockhol ders? 123, 645 120, 842

! These anounts reflect the anpbunts “l oaned” by
petitioners to PPP for each tax year as reported on
Schedul e L, Bal ance Sheets per Books, on the respective
year’s Form 1120, U.S. Corporation Incone Tax Return.
These anounts are in addition to the $285,580 on PPP s
books at the start of 1995.

Di scussi on

Bona Fi de Debt

It is respondent’s contention that there is little evidence
of “loans” frompetitioner to PPP and that the paynents in
question, nade to or on behalf of petitioners, nust be treated as
constructive dividends and taxed as ordinary incone.

Petitioners, however, claimthat because PPP was indebted to
petitioner in anmounts in excess of the paynents herein that they
are entitled to treat the paynents as | oan repaynents. Under
such an interpretation, the paynents would not constitute

di vidend i ncone and woul d not be taxable as ordinary incone of
petitioners.

CGenerally, respondent’s determnation in a notice of
deficiency is presunptively correct, and petitioners bear the

burden of disproving the adjustnents. Rule 142(a); Falsetti v.

Commi ssioner, 85 T.C 332, 356 (1985). However, under section

7491(a) (1), effective for court proceedings arising in connection
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wi th exam nations comrencing after July 22, 1998, the burden of
proof shifts to respondent if, anong other requirenents,
petitioner introduces “credible evidence with respect to any
factual issue relevant to ascertaining” her liability for the tax
deficiency at issue. Even if we were to find that petitioner has
met the requirenents of section 7491(a)(1l), respondent has
presented sufficient evidence to neet his burden of proof.

We shall first consider the character of the transfers nmade
by petitioners to PPP. For Federal incone tax purposes, a
transaction will be characterized as a loan if there was "an
uncondi tional obligation on the part of the transferee to repay
t he noney, and an unconditional intention on the part of the

transferor to secure repaynent”. Haag v. Conm ssioner, 88 T.C.

604, 616 (1987), affd. w thout published opinion 855 F.2d 855
(8th Gr. 1988). Wat is inmportant is the bona fide intent that
the debt shall be repaid, rather than the nane of the transaction

or the formthe transacti on takes. Berthold v. Conm ssioner, 404

F.2d 119, 122 (6th Cr. 1968), affg. T.C. Meno. 1967-102; Patrick

v. Comm ssioner, T.C Meno. 1998-30, affd. w thout published

opinion 181 F.3d 103 (6th GCr. 1999).

Petitioner testified that PPP and petitioners intended the
paynments nmade by PPP to be | oan repaynents. The nere declaration
of intent, however, is not determ native w thout further evidence

substantiating the existence of bona fide debt. See Turner v.
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Comm ssi oner, 812 F.2d 650, 654 (11th Cr. 1987), affg. T.C

Meno. 1985-159; Cordes v. Conmi ssioner, T.C. Meno. 1994-377. A

bona fide transaction is not invalidated by the nmere fact that
the arrangenent of the transaction confers tax benefits upon the

taxpayer. Gyro Engg. Corp. v. United States, 417 F.2d 437, 440

(9th Cr. 1969).

The Court of Appeals for the Ninth Crcuit has identified
sonme objective factors to consider in determ ning whether bona
fide debt exists: (1) The nanes given to the certificates
evi denci ng the indebtedness; (2) the presence or absence of a
maturity date; (3) the source of the paynents; (4) the right to
enforce paynent of principal and interest; (5) participation in
managenent; (6) a status equal to or inferior to that of regular
corporate creditors; (7) the intent of the parties; (8) "thin" or
adequate capitalization; (9) identity of interest between
creditor and stockhol der; (10) paynent of interest only out of
"di vidend" noney; and (11) the ability of the corporation to

obtain | oans fromoutside lending institutions. Hardman v.

United States, 827 F.2d 1409, 1412-1414 (9th Cr. 1987).

Each factor is not necessarily afforded equal significance

nor is any particular factor determnative. D xie Dairies Corp.

v. Comm ssioner, 74 T.C. 476, 493-494 (1980). Not all of the

factors articulated by the Ninth Grcuit are relevant in each

case. 1d. The ultimate question is whether there was a “genui ne
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intention to create a debt, with a reasonabl e expectati on of
repaynent, and did that intention conport with the economc

reality of creating a debtor-creditor relationship?’ Litton Bus.

Sys., Inc. v. Conm ssioner, 61 T.C. 367, 377 (1973).

Transacti ons between closely held corporations and their
shar ehol ders nust be exam ned with special scrutiny. Elec. &

Neon, Inc. v. Comm ssioner, 56 T.C 1324, 1339 (1971), affd.

wi t hout published opinion 496 F.2d 876 (5th Gr. 1974).
Al though the factors offer an objective neasure of the
taxpayer's intent, we nmust examne themin light of all the

rel evant facts and circunst ances. Estate of Chismv.

Comm ssi oner, 322 F.2d 956, 960 (9th GCr. 1963), affg. T.C. Meno.

1962-6. Petitioners nust show that bona fide | oans were created
and that the paynents they received were repaynent of these

| oans. Welch v. Helvering, 290 U S. 111, 114 (1933).

Here there is little tangi ble evidence that PPP and
petitioners intended to create a bona fide debtor-creditor
relationship. There is no witten evidence substantiating the
intentions of the parties, the rate of interest to be charged,
any collateral for the “loan”, or any right of petitioner to
enforce paynent from PPP. There is no evidence that the paynents
made by PPP to or on behalf of petitioner were the result of, or
in satisfaction of, any established expectation of | oan

repaynent .
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A thinly capitalized corporation is strong evidence that
| oans are not bona fide debt. This is especially true where a

very high debt-to-equity ratio exists. Gyro Engg. Corp. v.

United States, supra at 439. Here, the capitalization of PPP was

at a debt-to-equity ratio of nore than 600 to 1, a ratio which
does not support the existence of |oans as distinguished from
capital contributions by petitioner to PPP

Petitioner relies on a corporate resolution adopted in
January 1996, which attenpts to recharacterize any corporate
deductions not allowed by the Conm ssioner as |oan repaynents.
For a corporate resolution to be determ native for Federal incone
tax purposes, the conpany’s actions nmust conport with the

resol uti on. See Turner v. Conmi ssioner, supra at 654. There

are, however, no bookkeeping entries which indicate that the
anounts at issue were intended as | oan repaynents. Also, the
corporate records do not indicate that these paynents were
repaynents of |loans. The board’s attenpt to recharacterize the
paynments made in 1995 and 1996 was not reflected in the substance
of any transaction. By all indications, there is no expression
of any intent on the part of petitioners to I end noney to PPP or
any obligation on the part of PPP to repay any purported | oans.

See Elec. & Neon, Inc. v. Conmm SSioner, supra.

Essentially, there are only two indicia of a |oan,

petitioner’s statenents indicating her intentions, and PPP s
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Federal inconme tax return, neither of which persuade the Court in
the face of other evidence that a bona fide debt was created.
Upon exam nation of the 11 factors, we find that the cash
i nfusions frompetitioners to PPP were contributions to capital,

not | oans. See sec. 351; Fin Hay Realty Co. v. United States,

398 F.2d 694 (3d Gr. 1968). In particular, the
undercapitalization of the corporation, petitioner’s control over
the corporation, the fact that no dividends were decl ared, and
the I ack of |oan docunents satisfy the Court that there were no
bona fide |loans. Accordingly, we conclude that the paynents nade
by PPP to or on behalf of petitioners were not repaynents of bona
fide debt.

Constructive Dividends

Havi ng found the paynents not to be |oan repaynents, we now
address respondent's contentions that the paynents nmade by PPP to
or on behalf of petitioners are in the nature of constructive
di vi dends.

Section 61(a)(7) includes the receipt of any dividend in a
t axpayer’s gross incone. Section 301(a) requires that any
di stribution of “property” nade by a corporation to a sharehol der
“Wth respect to its stock” shall be subject to dividend
treatnent for Federal incone tax purposes. Secs. 301(c)(1), 316,
317.

The term “dividend” is defined in section 316(a) as:
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any distribution of property made by a corporation to
its sharehol ders- -

(1) out of its earnings and profits
accunul ated after February 28, 1913, or

(2) out of its earnings and profits of
the taxabl e year (conputed as of the cl ose of
t he taxable year w thout dimnution by reason
of any distributions made during the taxable
year), w thout regard to the anount of the
earnings and profits at the tine the
di stribution was made.

Except as otherwi se provided in this subtitle, every
distribution is nmade out of earnings and profits to the
extent thereof, and fromthe nost recently accunul ated
earnings and profits. * * *

There is no requirenent that the dividend be formally declared or

even intended by the corporation. Loftin & Whwodward, Inc. v.

United States, 577 F.2d 1206, 1214 (5th Gr. 1978). \Wether an

expenditure is a constructive dividend is a question of fact for
this Court.

It is well established that when a corporation uses its
funds to pay personal expenses of its sharehol ders or nenbers of
sharehol der’s famlies, which bear no relation to the economc
interests of the corporation, such paynents constitute
constructive dividends to the shareholders to the extent of

earnings and profits. Mlvin v. Conm ssioner, 88 T.C. 63, 79

(1987), affd. per curiam894 F.2d 1072 (9th Gr. 1990); Falsetti

V. Conm ssioner, 85 T.C. at 356; Chall enge Manufacturing Co. V.

Comm ssi oner, 37 T.C. 650, 663 (1962); Am Props., Inc. v.
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Comm ssi oner, 28 T.C. 1100, 1115 (1957), affd. per curiam 262

F.2d 150 (9th Cr. 1958).

To constitute a constructive dividend a corporate
distribution to a sharehol der nmust be both nondeductible to the
corporation and nust confer sone econom c benefit or gain to the

shar ehol der. Palo Alto Town & Country Vill., Inc. V.

Comm ssi oner, 565 F.2d 1388, 1391 (9th Gr. 1977), affg. in part,

revg. and remanding in part T.C Meno. 1973-223; Falsetti v.

Conm ssi oner, supra at 357. Not every corporate expenditure

conferring an econom c benefit to the shareholder is a
constructive dividend. The deciding factor is whether the
expenditure was primarily for the shareholder’s benefit and there

was no expectation of repaynent. Crosby v. United States, 496

F.2d 1384, 1388-1389 (5th Cr. 1974); Noble v. Conmm ssioner, 368

F.2d 439 (9th Gr. 1966), affg. T.C. Menp. 1965-84.

Petitioners rely on the adoption of a corporate resolution
dated January 15, 1996, stating that the board intends any anount
of expenses which are disallowed by the Internal Revenue Service
to be treated as repaynent of sharehol der | oans. Petitioners’
reliance on the corporate resolution is msplaced. The
resol uti on was adopted after the 1995 tax year and was i ntended
to recharacterize paynents al ready made. The fact that there is
no evi dence of loan treatnent on PPP s books vitiates the

resolution. The resolution is nerely an after-the-fact statenent
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of intent and does not control our decision. See Turner V.

Conmi ssioner, 812 F.2d at 654; Cordes v. Conm ssioner, T.C. Meno.

1994-377. Constructive dividends are nore likely to originate
froma closely held corporation where deci sions between a single
st ockhol der and the corporation are often one and the sane.

Zhadanov v. Commi ssioner, T.C Mno. 2002-104.

Petitioner argues that she could not have received dividends
fromPPP for either 1995 or 1996 because PPP had deficits inits
accunul ated earnings and profits for both years. Section 316 and
its regulations provide that distributions to shareholders with
respect to their stock nust be treated as dividends to the extent
of both current and accunul ated earnings and profits. “To the
extent that a corporation has current earnings and profits as of
the close of its taxable year, any distribution made in that year
will be presuned to be nmade out of such current earnings and

profits.” Brock v. Conmm ssioner, T.C Mno. 1982-335; see sec.

316(a); sec. 1.316-1(a)(1l), Incone Tax Regs. |If the
distributions for the year exceed the anmount of current earnings
and profits the excess is deened to have been nmade out of any

accunul ated earnings and profits. Prescott v. Conm ssioner, T.C

Meno. 1983-709. Any portion of the distribution that does not
qualify for dividend treatnent shall be applied against the
sharehol ders’ basis in their stock, and any excess shall be

treated as gain. Sec. 301(c). Thus, petitioner was able to
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recei ve constructive dividends because PPP had current earnings
and profits in both 1995 and 1996. The distributions in excess
of earnings and profits first reduce her basis in PPP s stock and
second, are treated as capital gain for the respective years.

The distributions in question were for personal expenses
such as the cost of petitioner’s personal vehicles, hone
security, and health club dues. At trial, however, petitioner
testified that she is entitled to the deductions for the Mercedes
because she used the car for business purposes. Wen asked to
identify how the Mercedes was used, petitioner indicated that it
was used to “drive to work” and to attend “formal functions”.

She mai ntains that the use of the Mercedes hel ped her earn noney
and thus shoul d be a deducti bl e busi ness expense. Despite
petitioner’s urging to the contrary, driving her vehicle from
home to work and to receptions does not establish, by itself, a

busi ness use for that vehicle. See Fausner v. Conm ssioner, 413

U S 838 (1973); Comm ssioner v. Flowers, 326 U S. 465 (1946);

Fei stman v. Conmm ssioner, 63 T.C 129, 134 (1974); secs. 1.162-

2(e), 1.262-1(b)(5), Incone Tax Regs. Since the corporate
expenditures in question were solely for petitioner’s benefit,
she is taxable on the anounts distri buted.

The evi dence introduced by respondent supports the
determ nation that the paynents by PPP were made to or on behal f

of petitioner and were constructive dividends. Petitioners have
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failed to offer sufficient evidence to counter respondent’s
determ nation with respect to the paynents from PPP. W hol d,
therefore, that the paynents from PPP to petitioner in 1995 and
1996 were constructive dividends and are taxable, to the extent
of earnings and profits, as ordinary incone.

| nputed | nterest | ncone

Respondent determ ned that petitioners have unreported
i mputed interest inconme under section 7872 resulting from
petitioner’s “loans” to the corporation. Section 7872, entitled
“Treatnment of |oans with bel ownarket interest rates”, operates
on the assunption that a bona fide debt is in existence.
(Enphasi s provided.) Although petitioners did not specifically
address respondent’s contention, because there were no | oans,
bona fide debt, or debtor-creditor relationship, we are unable to
sustain respondent’s determ nati on.

Revi ewed and adopted as the report of the Small Tax Case
Di vi si on.

Deci sion will be entered

under Rul e 155.




